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Preface 



This book will tell a story which is designed to investigate the practice of 
Islamic banks within different economic, financial, social, legal and religious 
environments. It covers Islamic banks working in different environments, the 
future and challenges faced by Islamic banks and sets out the authors’ 
conclusions. 

A story does not tell everything, it tells only those things that are necessary 
to inform the plot and develop the characters. 

The illustrative materials used in this study are of mixed status: some are 
taken from respectable researches where qualified generalizations are given 
concerning reliably recorded regularities, some are taken from informal inter- 
views and sources given by colourful people involved in the industry of 
Islamic banking; many fall in between. The justification for this approach is 
that the illustrations together fit into a coherent framework that ties together 
bits of experience the reader might find interesting and provides the reader 
with a guide worth testing in case studies of her or his work. The framework 
is presented in logical steps. 

To the researchers and academics who do find faults and errors in the book, 
we hope that these findings will motivate them to produce better publications 
in the future. 

The authors believe that the Qur’an is the word of Allah and is beyond 
question. It is therefore going to be treated as fact, without question. It is not 
our intention to get involved in the debate between the four Islamic schools 
of fiqh, for two obvious reasons: we do not think that bankers and other 
professionals would be interested in engaging in this sort of discussion, but 
that if any of them is interested, the libraries have plenty of relevant books 
in both Arabic and English. It is important to stress that the problems of 
Islamic banks are not readily apparent though they can generally be classified 
into two categories: first, problems faced by any financial institution in a 
developing country (exchange rates, weakening currency, country risks) and, 
as a consequence, a lack of profitable investment opportunities; second, prob- 
lems specific to Islamic banks. This book tackles the second problem. 

Chapter i looks at the framework of Islamic finance. Chapter 2 gives an 
overview of Islamic banking. Chapters 3, 4, 5 study Al-Barakah Bank, 
London, the Jordan Islamic Bank and Al-Baraka Turkish Finance House. 
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PREFACE 



Chapter 6 looks at Islamic banking in Malaysia and Chapter 7 at derivatives 
and the challenges facing the development of Islamic secondary-market 
instruments in the Islamic Development Bank. Chapter 8 examines the Islamic 
banking experience in Pakistan, while Chapter 9 gives a comparative analysis 
of the financial statements of Islamic and non-Islamic banks. Chapter 10 dis- 
cusses the challenges faced by Islamic banks. Chapter 1 1 outlines the import- 
ant considerations to be addressed before engaging in Islamic transactions. 
The book ends with the conclusions drawn by its authors. While the findings 
cannot always be generalized, for everyone they raise profound questions 
concerning the role of belief. 

The book is based partly on the Ph.D. thesis of M.K. Abdel-Haq, which 
was submitted to the School of Business, Oxford Brookes University, Oxford 
in collaboration with the Oxford Centre for Islamic Studies under the super- 
vision of a team directed by Dr Brian Shaw and Dr David Browning. It gives 
the views and opinions of the authors and does not necessarily give those of 
the institutions where they are working. 




Glossary 



Amana 

Current accounts, regarded as amana (trust). An important value of an Islamic 
society in mutual dealings. It also refers to deposits in trust. A person can 
hold a property in trust for another, sometimes by express contract and some- 
times by implication of a contract. 



Justice. 



Adalah 



Akl amwal al-nas bai‘-al-batil 

Acquiring someone else’s property unjustifiably. It is the Qur’anic expression 
for unlawful acquisition of wealth such as riba, bribery, and usurpation of 
orphan’s wealth. 



Bat Mu'ajjal 

Literally meaning a credit sale. Technically a financing technique adopted by 
Islamic banks. It is a contract in which the seller allows the buyer to pay the 
price of a commodity at a future date in a lump sum or in instalments. The 
price fixed for the commodity in such a transaction can be the same as the 
spot price or higher or lower than the spot price. 

Bat Salam 

It is defined as advance payment for goods. According to normal rules and 
regulations no sale can be effected unless the goods are in existence at the 
time of the bargain, but this sort of sale forms an exception to the general 
rule provided the goods are defined and the date of delivery is fixed. The 
objects of this sale are mostly tangible things and cannot be gold or silver 
because these are regarded as monetary values. Barring this, bai‘ salam covers 
almost everything which is capable of being definitely described as to quanity, 
quality and workmanship. 
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GLOSSARY 



Falah 

To thrive, to become happy, to have luck or success. Technically it implies 
success in the Akhira (Hereafter). The falah presumes belief in one God, the 
apostlehood of Prophet Muhammad, Akhira and conformity to the Shart’ah 
in behaviour. 



Fiqh 

Islamic jurisprudence. The science of the Sharfah. It is an important source 
of Islamic economics. 



Jurisprudence. 



Fuqahad’ 



Gharar 

The Sharfah determined that in the interests of fair, ethical dealing in com- 
mutative contracts, unjustified enrichment should be prohibited. This policy 
precludes any element of uncertainty or mere speculative risk. 



Al-Ghunm bi-l~ghurm 

The rationale of the principle of no profit-sharing without risk-sharing is that 
earning profit is legitimized by engaging in an economic venture and thereby 
contributing to the economy. 



Hadtth 

The sayings of the Prophet Muhammad (PBUH). 

Haldl 

Anything permitted by the Sharfah. 



Haram 

Anything prohibited by the Shari'ah. 



Ijdrah 

Letting on lease. Sale of a definite usufruct in exchange for definite reward. 
It is commonly used for wages. It also refers to a contract of land leased at 




GLOSSARY 



xiii 

a fixed rent payable in cash and to a mode of financing adopted by Islamic 
banks. It is an arrangement under which the Islamic bank leases equipment, 
a building or other facility to a client, against an agreed rental. The rent is so 
fixed that the bank gets back its original investment plus a profit on it. 

Ijdrah wal-’Iqtind 

A mode of financing adopted by Islamic banks. It is a contract under which 
the Islamic bank finances equipment, building or other facilities for the client 
against an agreed rental together with an undertaking from the client to make 
additional payments in an account which will eventually permit the client to 
purchase the equipment or the facility. The rental as well as the purchase price 
is fixed in such a manner that the bank gets back its principal sum along with 
some profit which is usually determined in advance. 

Ijtihdd 

Effort, exertion, diligence. Technically, endeavour of a jurist to derive or for- 
mulate a rule of law on the basis of evidence found in the sources. 

Ijmd‘ 

Consensus of the jurists ( mujtahidin ) on a certain question in a certain age. 

Isrdf 

Immoderateness, exaggeration, waste. Covers spending on lawful objects but 
exceeding moderation in quantity or quality; spending on superfluous objects 
while necessities are unmet; spending on objects which are incompatible with 
the economic standard of the majority of the population. 



Istisna 

Basically a contractual agreement for processed goods and commodities, 
allowing cash payment in advance and future delivery or a future payment 
and future delivery. This flexibility allows the bank to pre-sell to its clients for 
future delivery on a cash-on-delivery basis and then negotiate the purchase. 



Jahili contracts (forbidden): 

Muzabana the exchange of fresh fruits for dry ones in a way that the quantity 
of the dry fruit is actually measured and fixed but the quantity of the fresh 
fruit to be given in exchange is guessed at while still on the trees. 

Muhaqalab the sale of grains still growing (i.e. unharvested) in exchange 
for an equal quantity of harvested grains. 
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GLOSSARY 



Muldmasah the sale of goods which the purchaser has touched but not 
examined or inspected properly. 

Mundbadhah a contract confirming the sale of goods by throwing them to 
the purchaser without prior inspection by him of the goods. 



Subject matter. 



Maball 



Mai 

The concept of property, wealth or income. Something which can be hoarded 
or secured for use at the time of need. 



Mai Mutaqawwam 

Wealth that has a commercial value. It is possible that certain wealth has no 
commercial value for Muslims ( ghair mutaqawwam) but is valuable for non- 
Muslims. Examples are wine and pork. 



Maisir 

An ancient Arabian game of chance played with arrows without heads and 
feathering, for stakes of slaughtered and quartered camels. It came to be ident- 
ified with all types of gambling. 



Maqasid Al-Shan'ab 

Objectives of the Sbarl'ah. Technically it refers to the protection of life, 
religion, reason, progeny and property. These objectives also define basic 
needs of an Islamic economy. 



Object of contract. 



Al-Ma 'qud'alayh 



Mithli 

Goods returned in kind, i.e. gold for gold, silver for silver, wheat for wheat. 



Mubah 

Object must be lawful (i.e. something which it is permissible to trade in). 
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Mudarabah 

A form of partnership where one party provides the funds while the other 
provides the expertise and management. The latter is referred to as the muarib. 
Any profits accrued are shared between the two parties on a pre-agreed basis, 
while capital loss is borne by the partner providing the capital. 



Mudarib 

In a mudarabah contract, the person who acts an entrepreneur. 



Muqaradah 

An agreement in which a person leaves his commodities (stock-in-trade) with 
another person so that the latter may sell them. The profit is for the owner 
of the commodities. Also used as an alternative for mudarabah. 



Murabahah 

Literally means a sale on profit. It is technically a contract of sale in which 
the seller declares his cost and profit. This has been adopted (with certain 
modifications) as a mode of financing by a number of Islamic banks. As a 
financing technique, it involves a request by the client to the bank to purchase 
a certain item for him. The bank does that for a definite profit over the cost 
which is settled in advance. Many people have questioned the legality of this 
financing technique because of its similarity with riba. 



Musharakah 

A financing technique adopted by Islamic banks. It is an agreement under 
which the Islamic bank provides funds which are mixed with the funds of 
the business enterprise and others. All providers of capital are entitled to par- 
ticipate in management, but not necessarily required to do so. The profit is 
distributed among the partners in pre-agreed ratios, while the loss is borne 
by each partner strictly in proportion to respective capital contributions. 



Najis 

Something that is impure/unclean (i.e. pigs or a person that has been touched 
by something impure). 



Qard Hasan 

A pure loan transaction in which the client obtains cash from the bank to be 
returned at a stipulated future date, free of interest. 
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GLOSSARY 



Qimdr 

Gambling. Technically an agreement in which possession of a property is 
contingent upon the happening of an uncertain event. By implication it applies 
to agreements in which there is a definite loss for one party and a definite 
gain for the other without specifying which party will lose and which will 
gain. 



Qiyas 

Measure, example, comparison, analogy. Technically meaning a derivation of 
the law on the analogy of another law if the basis (’illah) of the two is the 
same. It is a primary source of Islamic economics. 



Qur’an 

The book of Allah revealed to the Prophet Muhammad (PBUH). 



Riba 

An excess or increase. Technically meaning an increase which is a loan trans- 
action or in exchange for a commodity accrued to the owner (lender) without 
giving an equivalent counter- value or recompense (‘iwad) in return to the 
other party; every increase which is without an 'iwad or equal counter-value. 



Riba al-fadl 

A sale transaction of the amwal al-ribawiyyah (those commodities in which 
the injuction of riba is applicable) in which a commodity is exchanged for 
the same commodity but unequal in amount and the delivery of at least one 
commodity is postponed. To avoid riba al-fadl, the exchange of commodities 
from both sides should be equal and instant. Riba al-fadl has been prohibited 
by the Prophet Muhammad (PBUH) as a measure to forestall the riba from 
creeping into the economy through the back door. 



Riba al-nasi’ah 

Increment on the principal of a loan payable by the borrower. It refers to the 
practice of lending money for any length of time on the understanding that 
the borrower would return to the lender at the end of this period the amount 
originally lent together with an increment in consideration of the lender 
having granted him time to pay. 




Underlying cause. 



GLOSSARY 

Sabab 



xvii 



Sadaqah 

Charity. In its widest sense it means an attitude of mutual appreciation, 
mutual assistance, an act of loyalty to God and to one’s fellow beings, a sense 
of shared humanity. At a material level it consists of two kinds: sadaqah al~ 
tatawwu , given at the free will of the donor; and zakah , the obligatory tax 
imposed by the Qur’an on the wealth of every Muslim having financial means 
beyond a certain limit. 



Salla-llahu ‘alaihi wa Sallam 

Refers to the Prophet Muhammed. Whenever his name is mentioned a Muslim 
must repeat this saying, which means may the peace and blessings of Allah 
be upon him. 



Sarf 

Sale of monetary value for monetary value. 



Shari 'ah 

Refers to divine guidance as given by the Qur’an and the Sunnah of the Pro- 
phet Muhammed (PBUH) and embodies all aspects of the Islamic faith, 
including beliefs and practice. 



Shirkah 

A contract between two or more persons who launch a business or financial 
enterprise to make profits. 



Sunnah 

Custom, habit, way of life. Technically the utterances of the Prophet Muham- 
mad (PBUH) other than the Qur’an, known as ahadlth, or his personal acts 
or sayings of others tacitly approved by him. 



Tabdhir 

Spending wastefully on objects which have been explicitly prohibited by the 
Sharfah irrespective of the quantum of expenditure. 
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GLOSSARY 



Tawhid 

Oneness of God. God is one and does not share anything with anybody, 
neither in personality nor qualities. Belief in tawhid is fundamental to Islam, 
and the value system of Islam is based on this belief. It affects the economic 
behaviour of Muslims in a number of ways. 



Muslim nation. 



Ummah 



‘Ushr 

The meaning of ‘ushr (pi. ‘ushiir) is a tenth. As a technical term, ‘ushr refers 
to the zakdh levied on agricultural produce of lands owned by Muslims at 
the rate of ten per cent if the land is irrigated by rainfall and at the rate of 
five per cent on artificially irrigated lands. ‘Ushr is not levied if there is no 
produce. 



‘Ushiir 

Means one-tenth, plural of ‘Ushr. ‘Ushiir were imposed on the merchants 
who came to Muslim lands from non-Muslim countries which had no treaty 
with Muslims. Eventually ushiir were extended to all the caravans, whether 
for internal or external trade, and to Muslim and non-Muslim merchants. For 
a Muslim merchant, ushur were the same as 2.5 per cent annual zakdh on 
merchandise. A dhimmi (people of the book, for example, Christians and 
Jews) had to pay double what a Muslim paid, whereas a merchant from a 
foreign country which had no relations with Muslims had to pay double what 
a dhimmi paid. It used to be an important source of revenue for the Muslim 
state. 



Al-Wadiyah 

Deposit, trust. Technically a contract whereby a person leaves valuables as a 
trust for safe-keeping. 



Zakah 

An obligatory periodic levy on all Muslims who have wealth or income above 
a certain minimum. Zakah is earmarked by the Holy Qur’an to specific categ- 
ories of people. The object is to take away a part of the wealth of the well- 
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XIX 



to-do and distribute it to the poor and the needy. It is levied on such things 
as cash, cattle, agricultural produce, minerals, capital invested in industry and 
business. The distribution of zakdh funds has been laid down in the Qur’an 
(9: 60) and is for the poor and the needy. 




Abbreviations 



AAOIFI Accounting and Auditing Organization for Islamic Financial 
Institutions 

ABT Al-Baraka Turkish Finance House (Al-Baraka Turk) 

AIBL Al-Baraka Bank, London 

ATM Automated teller machine 

BBMB Bank Bumiputra Malaysia Berhad 

BCCI Bank of Credit and Commerce International, London 

BIMB Bank Islam Malaysia, Berhad 

BOE Bank of England 

BOT Build, operate and transfer 

CII Council of Islamic Ideology 

FIBB Faisal Islamic Bank of Bahrain 

FSC Federal Shari' ah Court 

GDP Gross Domestic Products 

GOP Government of Pakistan 

HBFC House Building Finance Corporation 

IAIB International Association of Islamic Banks 

IBI Faisal Islamic Bank International, based in Copenhagen 

IBJ Industrial Bank of Japan 

IBP Islamic Banks Portfolio 

ICP Investment Corporation of Pakistan 

IDB Islamic Development Bank, Jeddah, Saudi Arabia 

IFBS Interest-free banking scheme 

IIMM Islamic Inter-bank Money Market 

IRTI Islamic Research and Training Institute 

ITC Islamic Trading Company 

ITFO Import Trade Financing Operations 

JIB Jordan Islamic Bank for Finance and Investment 

KFH Kuwait Finance House 

LTTFS Long Term Trade Financing Scheme 

OIC Organization of the Islamic Conference (It is an 

inter-governmental organization comprising 51 Islamic States. It 
was established in pursuance of a decision taken during the 
first Summit Conference of Muslim Heads of State, held in 
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Rabat (Morocco) in 1389H (1969), following the burning of the 
Al-Aqsa Mosque in Al-Quds (Jerusalem). Its objective is to 
promote Islamic solidarity and cooperation). 

PNIT Pakistan National Investment Trust 

PPP Pakistan People’s Party 

SBP State Bank of Pakistan 

SFH Special Finance House 

SPTF Skim Perbankeru Tanpa Faedah (Interest-free Banking Scheme) 
UIF Unit Investment Fund 

UMBC United Malayan Banking Corporation (UMBC) 

UV Unit value 

WAPDA Water and Power Development Authority 




CHAPTER 1 



Framework of Islamic Finance 



Background 

The rules and norms of Islam derive from the Qur’an and the Sunnah (the 
living tradition of the Prophet Muhammad, salla-llahu ‘alaihi wa sallam).' 

The word Sunnah means a manner of acting, an established rule of conduct 
or practice. Applied to the life of the Prophet Muhammad, salla-llahu ‘alaihi 
wa sallam , this meant, therefore, a rule deduced from the sayings or actions 
of the Prophet either in a specific pronouncement or action or in his approval 
of an action or practice of someone else, as recorded in a hadtth or tradition. 
The term hadtth thus refers to the report of a particular occurrence. Although 
one often comes across the words Sunnah and hadith used almost inter- 
changeably, the latter refers to a tradition or story of the Prophet while the 
former relates to the practice or ruling deduced from it. 

There are in addition to these two primary sources of law two dependent 
sources, namely ijma’ (consensus) and qiyas (reasoning by analogy). If one 
cannot find either a relevant text from the Qur’an or a relevant hadtth then 
one turns to a third source, namely the general consensus among Islamic scho- 
lars of a particular age regarding a ruling appropriate and applicable to the 
situation in hand. The ruling thus unanimously decided upon became fixed 
and definite and part of the permanent body of Islamic jurisprudence. 

The authority of ijma’ is based upon distrust of individual opinion. There 
is assurance of freedom from error in the communal mind. The Prophet had 
observed: ‘My nation will not agree unanimously in error’. If the community 
were of one mind on a particular matter in an area on which their unanimous 
view was not inconsistent with that of the Qur’an or Sunnah, it was accepted 
as valid. The limitation upon the authority of ijma’, that it must not be in 
conflict with the Qur’an or the Sunnah, is obviously a significant one. 

If neither the Qur’an nor Sunnah nor ijma’ could provide a ruling to solve 
the problem in hand, jurists had, through devout and careful reflection, to 
derive an appropriate ruling by logical inference from the particular to the 
general or vice versa, and/or by analogy. The authority for such a resort to 
individual reasoning (ijtihad) is usually attributed to a hadtth which records 
the conversation between the Prophet and Mu‘adh Ibn Jabal, whom he 
appointed as Governor in the Yemen. 2 
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Logical reasoning by analogy, known as qiyds, was the subject of much 
philosophical inquiry in order to extract the underlying principle from the 
particular circumstances of a particular case. It is important to remind our- 
selves of an important principle of Islamic law explained by one of the well- 
known Muslim scholars, Tafseer Al-Razi: law in Islam is determined by what 
Allah and His Messenger said, not by analogy and reasoning. Some of the 
most important of the directives and rules, axiomatic for Muslims and relevant 
to our subject, are that: 

• The Qur’an is the revealed word of Allah, transmitted verbatim , and 
explained most authoritatively through the Sunnah. 

• The Sharidh is the Divine Law, derived directly from the words of the 
Qur’an or from the Sunnah, or indirectly from the same sources through 
reasoned deduction or analogy. 

• Human reason has considerable sovereignty within the law; it has no sover- 
eignty over the law. In other words, what Allah has permitted cannot be 
unconditionally prohibited, nor can what He has prohibited be made 
unconditionally permissible (Qaradawi, nd). Ibn Khaldun, in his discussion 
of the proper relation of philosophy to society and thereby to the law states 
that, unlike the human philosopher, the Divine Legislator is not bound by 
the limits of theoretical reason. What the law declares must be accepted and 
never doubted, even when it passes or appears to contradict human reason- 
ing (Mahdi, 1964). 

• The law includes the general principle that if nothing is specifically pro- 
hibited, it may be considered, in principle, to be permitted. 

• The concept of prosperity (Kahf, 1981) is defined in the Shan'ah in terms 
of the pleasure of Allah, not in terms of accumulation of surplus wealth. 
Virtue, righteousness and fulfilment of servanthood to Allah are the keys 
to His pleasure. Virtue and righteousness can be achieved through good 
actions and purification of human behaviour from evil and vice. 

• The concept of property ( mat) is special and unique in Islam (Kahf, 1981). 
Mai , whether as wealth or income, is considered as a good, a favour, from 
Allah; it is not an evil. Heaven is open equally to the rich and the poor. 
Mai is a means that may be used for good or for evil; poverty is not neces- 
sarily associated with virtue; indeed, in some instances, it may be linked to 
disbelief or the weakening of belief (Ahmad, 1991). What matters is not 
whether one has wealth but how it is obtained and how expended. 



Goals of Islam ( Maqasid al-shan ‘ahf 

These are based on tawhid (the oneness of God). Tawhid implies that the 
universe has been consciously designed and created by the supreme being, 
who is one and unique, and that it did not come into existence by chance or 
accident (Qur’an 3: 191; 38: 27; 23: 15). 
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The human being is the supreme being’s Khalifah or vicegerent on earth 
(Qur’an r. 30; 6: 165) and the resources at his disposal are a trust (Qur’an, 
57 : ?)■ 

Since everyone, rather than any single privileged person or members of a 
particular race or group or country, is a Khalifah, Khalifah stands essentially 
for the fundamental unity and brotherhood of mankind. This needs a concept 
to ensure implementation, so it must be accompanied by adalah (justice). 
Establishment of justice had, therefore, been declared by the Qur’an to be 
one of the primary objectives. In fact, the Qur’an places justice ‘nearest to 
piety’ (Qur’an, 5: 80) in terms of its importance in the Islamic faith. 

The intense commitment of Islam to brotherhood and justice makes the 
well-being (faldh ) of all human beings the principal goal of Islam. This well- 
being includes physical satisfaction, because mental peace and happiness can 
be achieved only by means of a balanced realization of both the material and 
spiritual needs of the human personality. Mere maximization of total output 
cannot, therefore, be a sufficient goal of a Muslim society. Maximization of 
output must be accompanied by efforts directed to ensure spiritual health at 
the inner core of human consciousness, and justice and fair play at all levels 
of human interaction. Only development of this kind would be in conformity 
with the Maqasid al-Shari'ah or goals of the Sharl'ah (Chapra, 1993). 

Object of contracts ( Al-Ma‘qud‘alayh ) 

In his book The Theory of Contracts in Islamic Law Rayner (1991) gave a 
detailed analysis about the object of contracts. A brief summary is as follows. 
The importance attached by the fuqahad’ (jurisprudence) to a clear, precise 
definition of the object of a contract is indicated by the many detailed regu- 
lations worked out about it. Its importance rests in part on moral and religious 
considerations, in part on the need to maintain balance between the diverse 
effects resulting from legal acts, and in part on the need to prevent all aleatory 
or usurious transactions. 

The law of contract is based around the concept of property ( mal ). Most 
schools require four conditions concerning the object which must be satisfied 
to effect a valid contract: lawfulness, existence, deliverability, and precise 
determination (Rayner, 1991). 



Lawfulness 

The object must be lawful ( mubah ), that is, something in which it is permiss- 
ible to trade. It must be mdl mutaqawwim , that is its subject matter ( mahall ) 
and underlying cause (sabah) must be lawful; and it must not be proscribed 
by Islamic law, nor a nuisance to public order or morality. 

Inherent in the lawfulness of the object is the condition that a person may 
not deliver into another’s possession or transfer to a third party the right of 
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ownership of an object of which he is not himself the owner, without the 
authorization of its legal owner or by virtue of delegated authority conferred 
upon him by that owner. 



Existence 

The object of a contract must be in existence at the time of the contract. Thus 
it is illegal, for example, to sell a foetus. 

This condition is mitigated somewhat by the authorization of bai‘ salam 
and istisnd contracts (see pp. 23-4) which respectively cover future provision 
and future manufacture of goods. It follows that when the object of a contract 
is an actual thing it must be in existence at the time of the contract, but where 
the object is a promise to deliver or to manufacture, then the object of that 
promise need not be in existence at the time of the contract, but must be 
possible and definite; that is, it must be capable of being defined and delivered. 



Delivery 

The object of a contract must be capable of certain delivery. Where a contract 
consists of an obligation to be performed, the obligation must be one capable 
of being executed with certainty. The classical jurists, therefore, prohibit the 
sale of a camel which has fled, a bird in the air, or a fish in water. 

The object of a contract must be clear and definite. The overriding concern 
of the fuqahad’ is to prevent conflicts and unjustified profits arising out of 
uncertain or aleatory contracts. The condition that the object must be capable 
of delivery or execution can be understood as an aspect of the right to title 
condition, namely, that the object must be in the ownership of the person 
intending to transfer ownership. 

If the object of a contract is a real good, an item, then its ownership must 
be known, and right to transfer must be legal; and its quantity and value must 
be known (no transaction is valid if the object is proscribed in Islamic 
law). 

If the object of a contract is a promise to manufacture or deliver a good, 
an item, in the future the promise must be feasible and the goods to be deliv- 
ered must be known (defined). 



Precise determination 

Finally, the object of a contract must be determined precisely as to its 
essence, its quantity and its value. Similarly, where an object is an obligation 
of performance, the nature and value of the obligation must also be deter- 
mined precisely. In the case of benefits derived from property, acts or 
services not present at the time of contracting, the object of the proposed 
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contract must be both feasible and capable of precise definition, as well as 
lawful. 

This is a principle which the fuqahaa’ formulated in order to prevent 
uncertainty and conflict between contracting parties in situations where a 
contract is rescinded or terminated for some cause and either party is 
seeking a remedy. 



Key issues 
Ownership 

An understanding of the concept of property in Islam is essential to under- 
standing the behaviour of consumer and producer. Absolute or pure concepts 
of property are important in shaping the psychological environment within 
which economic activity is motivated and preferences between kinds of 
relationship and transaction made. The following points are particularly rel- 
evant (Abbadi, 1977): 

1. property is unconditionally owned only by Allah (Qur’an, 24:33 and 57:7); 

2. property among human beings is a form of stewardship or caretaking, that 
is, it is conditional, and for the use of every property the person is answer- 
able to Allah; 

3. conditional ownership is either collective or individual: 

(a) collective ownership extends to such fundamental natural resources as 
water, air and fire; ownership of such resources cannot be held by 
an individual; the actual use of such resources by individuals may be 
recognized provided such use does not adversely affect rights of use, 
for example access, by other individuals. 

(b) individual ownership extends to such things as goods, buildings, live- 
stock, and includes rights to lease, rent or re-sale. 

Three basic principles are accepted in the Shari' ah as to the way this should 
be done. Ownership of resources by man is not absolute. It is a social obli- 
gation to be undertaken within the limits set for it. Allah owns the resources 
and man is only a trustee in their use. The way to pursue the acquisition and 
development of resources, that is, the economic aspect of man’s life, is likewise 
not completely free. There are moral and legal constraints. Although individ- 
uals are allowed to own wealth in the normal way, the final aim is that this 
wealth should be of use to the community as a whole: social solidarity is the 
well-being of individuals and societies. Wealth can come into the possession 
of any individual through her or his work, or through inheritance and grants 
which are also conceived of originally as the results of work. 

All forms of activities that allow an individual to acquire wealth in a haram 
way are strictly prohibited. These include (Hamidi, 1986): hoarding, 4 gam- 
bling and betting in all forms; cheating in quality, quantity, weight or any 




6 



ISLAMIC BANKING 



specifications of the goods and services traded or acquired or disposed of; all 
types of fraudulent sale or sales used as an excuse to charge interest, trade 
malpractices (for example, creating artificial scarcities); and interest in any 
form and at any rate. 



Zakah 

Islam requires every Muslim, having resources in excess of a certain basic 
amount, to pay zakah as a given proportion of her or his net worth or agricul- 
tural output. Zakah is an amount levied on all persons having wealth above 
an exemption limit, in order to purify their wealth and their souls. The rate 
of tax and the exemption limit are set by the Sharl'ah (Khan, 1990). The main 
purpose of the tax is redistribution of wealth and income. However, the trans- 
fer of income generates changes in the composition of demand for commodi- 
ties that satisfy basic needs. Consequently, the composition of aggregate 
supply should change in the direction of more food, clothing and shelter, and 
fewer luxuries (Kahf, 1982). The proper recipients of expenditure of zakah 
funds are specified in the Qur’an (9: 60): the poor and the needy, zakah collec- 
tors, new converts to Islam, travellers (when in difficulty), for the sake of 
Allah, the relief of captives and debtors, and otherwise as interpreted by 
Muslim scholars. 

Most Muslim scholars believe that a major objective of zakah is to alleviate 
poverty. That objective is not left to private individuals, although charity 
(sadaqah) is also strongly encouraged. Without doubt zakah is meant to be 
collected and distributed in an organized collective way (Salama, 1982). 

The basic instrument for circulation of wealth in an Islamic society is, thus, 
a mandatory, fixed and stable amount, collection and payment of which is a 
religious duty. It is not a fiscal measure subject to the vagaries of government 
policies (Uzair, 1981). 

Zakah is calculated at 2.5 per cent of the total value of capital and profits 
minus unrecovered debts and depreciation. In agriculture it varies from 5 per 
cent to 10 per cent, according to the type of irrigation. There is a different 
way for calculating the tax on livestock; it varies, however, from 1.84 per cent 
to 2.5 j per cent according to the number, age and kind of livestock as men- 
tioned in the Sunnah. Zakah should be collected and distributed locally. Only 
the surplus may be utilized elsewhere and must be expended according to the 
eight heads of expenditure indicated in the Qur’an. 

The levy of zakah on all wealth, including gold and silver and idle balances 
held in safes, should help induce the zakah payers to seek income on their 
wealth to enable them to pay the zakah without reducing their wealth. This 
should help to increase the availability of funds for investment. Thus, in a 
society where the Islamic values have been internalized, gold and silver hold- 
ings and idle balances would tend to go down, leading to a rise in investment 
and employment (Chapra, 1993). 
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Forbidden contracts/elements 

The usufruct, sale and trading of certain commodities, such as wine or alcohol 
products, and pork and pork products, are prohibited ( hardm ) to Muslims. 
Any prospective Muslim buyer who would like to conduct his life according 
to Islamic law is therefore precluded from use or enjoyment of these com- 
modities, and any contract involving such commodities would be void on the 
grounds of their illegality. The flesh and bones of animals that have died by 
other means than ritual slaughter ( halal ) cannot be sold. Idols are also forbid- 
den commodities. 



Riba 

Among the most important teachings of Islam for establishing justice and 
eliminating exploitation in business transactions is the prohibition of all 
sources of unjustified enrichment (akl amwal al-nas bai'-al-batll). The Qur’an 
instructs Muslims emphatically not to acquire each other’s property bi-al batil 
(wrongfully) (2: 188 and 4: 29, 4: 161 and 9: 34). 

The Qur’an and Sunnah teach principles whereby a Muslim society can 
know or can deduce what is wrongful as a source or means of acquiring prop- 
erty. One of the important sources of wrongful or unjustified earning is 
receiving any monetary advantage in a business transaction without giving a 
just counter value. Riba represents, in the Islamic value system, a prominent 
source of unjustified advantage. 

Riba is a sin under Islamic law, and even those hired to write the contract 
or who witness (and thus confirm) the contract are a party to the sin. 5 There 
is a consensus among Muslim scholars that this prohibition extends to any 
and all forms of interest and there is no difference between interest-bearing 
funds for purposes of consumption or investment (Islamic Fiqh Academy, 
1986). 

Prohibition of riba means that money can be lent lawfully only for either 
charitable purposes (without any expectation of return above the amount of 
the principal), or for purposes of doing lawful business - that is, investment 
on the basis of profit and risk-sharing - an investment of the kind that seeks 
profit while sharing the risk is encouraged in Islam, indeed it is commended. 

The clear distinction between trading and riba in Islam needs emphasis, the 
former being not merely permitted but strongly encouraged. Economic 
activity and prosperity are not tolerated reluctantly as a worldly necessity, 
but viewed as a religious virtue or even as an obligation, provided the activity 
conforms to Shari'ah. Thus, while both trading and riba generate an increase 
in capital, the increase generated by trading is welcome, and only that gener- 
ated by riba is forbidden. Shari' ah does not consider money as a commodity 
such that there should be a price for its use. Money is a medium of exchange 
in an asset-oriented economy, and a store of value. 
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The prohibition can be expressed in more technical terms by saying that 
while money is recognized in Islam as a means of exchange it may not lawfully 
be regarded as a commodity for exchange (Wohlers-Scharf, 1983). 

The important difference (among others) between trade and riba is that the 
business risk in trading is allocated more evenly among all the parties 
involved, whereas in riba operations the business risk lies heavily, if not 
solely, with the borrower (Ashker, 1987). In its widest general implication 
riba signifies any increase of capital not justified by a risk taken. 

While we have yet to discuss its precise meaning, we can be quite certain 
of the unequivocal condemnation of riba in the Qur’an. The Qur’anic prohib- 
ition appears in four places - 30: 39; 4: 161; 3: 130-2; and 2: 275-81. The 
clearest verses are these: 

Those who devour riba will not stand except as he stands who has been driven to 
madness by the touch of Satan. That is because they say: trade is only like riba , but 
God has permitted trade and forbidden riba ... God will deprive riba of all blessing. 
(2: 275-6) 

O ye who believe! Fear God, and give up what remains of your demand for riba, 
if you are indeed believers. If you do not, take notice of war from God and its 
Apostle: but if you turn back, you shall have your capital sums: deal not unjustly, 
and you shall not be dealt with unjustly. If the debtor is in difficulty, grant him 
time till it is easy for him to repay. But if you remit it by way of charity, that is 
best for you if only you knew. (2: 278-80) 

O you who believe! Devour not riba, doubled and multiplied, but fear God, that 
you may prosper. (3: 130) 

In recent times, the fiqh (Islamic jurisprudence) Academy of the Islamic Con- 
ference, held in 1986, supported the restrictive interpretation of riba which 
had been adopted by the early jurists, condemning all interest-bearing trans- 
actions as void. Many discussions have taken place about Islamic alternatives 
to Western banking practices, alternatives which avoid riba and thereby viol- 
ation of the Sbarl'ah. Several mechanisms, such as mudarabah (see p. 12) 
between client and bank, partnership, miiqaradah (Islamic bonds on which 
no interest is earned, but whose market value varies with the anticipated but 
variable profit share) and forms of lease financing have been put forward and 
discussed by Islamic economists with increasing optimism as to their financial 
efficacy. 

Riba is an Arabic word meaning, literally, increase, addition, expansion or 
growth, but it is not increase or growth as such which Islam has prohibited. 
As a Sbarl’ah term, riba refers to the premium that must be paid by the 
borrower to the lender along with the principal amount as a condition for 
the loan or for an extension in its maturity. 

The term is used in the Sbarl’ah in two senses, riba al-nasi’ah and riba 
al-fadl. Riba al-nasi’ah refers to the time allowed to the borrower to repay 
the loan in return for addition (financial increment) ( nasi’ah is related to the 
verb nasa’a, meaning to postpone, defer or wait). It makes no difference 
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whether the return is a fixed or a variable percentage of the principal, an 
absolute amount to be paid in advance or on maturity, or a gift or service to 
be received as a condition for the loan. This leaves no room for arguing that 
riba refers to usury and not interest. 

The discussion of riba al-fadl has arisen from the haditb requiring that if 
gold, silver, wheat, barley, dates and salt are exchanged against themselves 
they should be exchanged on the spot and be equal and alike. Of the six 
specified commodities, gold and silver unmistakably represent commodity 
money whereas the other four represent staple food items. The fuqahaa’ have 
over the centuries debated the question of whether riba al-fadl is confined 
only to these six items or if it can be generalized to include other commodi- 
ties. Given the wide use of gold and silver as commodity money, the general 
conclusion is that all commodities used as money enter the sweep of riba 
al-fadl. With respect to the other four items there is a difference of opinion. 

Imam Razi 6 himself posed the question of what was wrong with charging 
interest when the borrower was going to employ the borrower funds to earn 
a profit. His well-considered reply to the question was: ‘While the earning of 
profit is uncertain, the payment of interest is predetermined and certain. The 
profit may or may not be realised. Hence there can be no doubt that the 
payment of something definite in return for something uncertain inflicts a 
wrong ( haram )’. 

The absolute prohibition of interest in the Qur’an is a command to establish 
an economic system from which all forms of exploitation are eliminated, in 
particular, the injustice of the financier being assured of a positive return with- 
out doing any work or sharing in the risk, while the entrepreneur, in spite of 
his management and hard work, is not assured of such a positive return. The 
prohibition of interest is therefore a way to establish justice between the 
financier and entrepreneur. 

Difficulty in understanding the prohibition arises from lack of appreciation 
of its place in the whole context of Islamic values, and particularly Islam’s 
uncompromising emphasis on socio-economic justice. Any attempt to treat 
the prohibition of riba as an isolated religious injunction and not as an integral 
part of the Islamic economic order with its overall ethos, goals and values is 
bound to create confusion. 



Gharar 

The Sban'ah determined that in the interests of fair, ethical dealing in com- 
mutative contracts, unjustified enrichment should be prohibited. This policy 
precludes any element of uncertainty or merely speculative risk {gharar). 
Generally, the unanimous argument of the jurists on this matter is that by 
failing or neglecting to define any of the essential pillars of contract relating 
to the consideration or the object, the parties to the transaction take an 
avoidable risk. This kind of risk was deemed unacceptable and tantamount to 
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speculation due to its inherent uncertainty. Speculative transactions are pro- 
hibited on the basis of may sir, gharar and riba (Rayner, 1991). 

In order to avoid gharar, the contracting parties must (a) ascertain that both 
the subject and prices of the sale exist, and are able to be delivered; (b) specify 
the characteristics and amounts of the counter values; (c) define the date of 
future delivery, if any (Ray, 1995). 



Maysir 

The term maysir was originally applied to a pre-Islamic game of arrows in 
which seven participants gambled for shares of an allotted prize. The prohib- 
ition of maysir arises from the premise that an apparent agreement between 
the parties is in actuality the result of immoral inducement provided by false 
hopes in the parties’ minds that they will profit unduly by the contract. Little 
consideration is given by the parties to the risk of loss nor would it be likely 
that they would participate in gambling contracts in the expectation of loss. 

This prohibition was extended by the jurists to cover all speculative and 
aleatory contracts, and also those where the obligations or advantages of either 
party are not fully defined at the time the contract is entered into. (It is upon 
the prohibition of maysir and gharar that the Western concept of insurance 
is forbidden in Islamic law.) 

Despite the Qur’anic imprecision of the concept, the legal classification of 
maysir was unassailable. It was left to later jurists to apply the term to particu- 
lar kinds of gambling, whether for a prize or betting for a stake. They did 
this by extending and extrapolating the Qur’anic prohibition to apply com- 
prehensively to risk-taking and gambling {qimdr) on the basis of certain auth- 
oritative statements attributed to the Prophet Muhammad, salla-llahu 'alaihi 
wa sallam. 

The jurists drew the simple conclusion that if a given activity could be 
declared to be or in some way defined as qimdr, it was clearly illegal. The 
moral principle upon which the legal objection to gambling is based is that 
even if a game of chance does not constitute fraud, the winner does not earn 
whatever he wins and the loser loses by mere chance (Rayner, 1991). 



Forbidden contracts/elements 

A number of barter arrangements peculiar to pre-Islamic market trading was 
expressly forbidden by the Prophet Muammad {salla-llahu ‘alaihi wa sallam). 
The characteristic they have in common is that they depend on conjectured 
or uncertain definition of the goods being traded. It is from the explicit pro- 
hibition of such barter arrangements that Islamic law developed its strict rules 
about definition of the objects (and terms) of contract. Examples of forbidden 
contracts are: 
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• Muzabana-. the exchange of fresh fruits for dry such that the quantity of 
the dry fruit is measured and fixed but the quantity of the fresh to be given 
in exchange is estimated while still on the trees. 

• Muhaqalah : the sale of grains still growing (that is, unharvested) in 
exchange for an equal quantity of harvested grains. (The prohibition of this 
particular transaction is an important element in the general discussion of 
gbarar (uncertainty), the basis of the prohibition of futures trading in grain 
and other foodstuff and stock commodities.) 

• Muldmasah: an historic sales contract in which the sale was finalized with 
the buyer or seller touching a piece of cloth. 

• Mundbudhah : an historic sales contract in which the sale was finalized with 
the buyer or seller throwing a piece of cloth towards the other. 



Financing techniques 

One thing to remember is that not all increase, profit or gain is unlawful 
according to Shari ‘ah, but only riba as previously defined and as understood 
by the various schools of law. This is emphasized clearly by the Qur’anic 
verse ‘But God hath permitted sale and forbidden usury’ (i i: 275). Islamic 
jurisprudence permits a wide range of contracts to be designed and 
implemented within the principles of Sharl‘ah. Some of these techniques were 
developed in the period of the first Islamic state, others have emerged recently 
to meet contemporary financing requirements in the light of the teachings of 
Islam (Iqbal and Mirakhor, 1987). 



Qard hasan 

Shari'ah distinguishes between two types of loan. ‘Ariya is a loan for 
use, which transfers the usufruct of a property temporarily and gratu- 
itously to the borrower, while ownership of the loaned object remains with 
the lender. Either the lender or the borrower may rescind the contract at 
will and terminate the loan. The second type is the qard, which involves 
the loan of fungible commodities, that is, goods which may be estimated 
and replaced according to weight, measure or number. In this case the 
borrower undertakes to return the equivalent or like of that he has re- 
ceived. The most likely object of a qard loan would be currency or 
other standard means of exchange (Saleh, 1992), a pure loan transaction in 
which the client obtains cash from individuals or institutions, for example, 
a bank, to be returned at a stipulated future date, free of interest (Ahmad, 
1987a). 

Certain scholars allowed the lender to charge against costs incurred by him 
in making the loan available to the borrower. The service charges are not 
profit; they are actual costs in respect of such items as rental of premises, 
workers’ wages, stationery. Islamic law allows a lender to recover from the 
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borrower the costs of operation over and above the principal (IFA, 1986), but 
an important condition attached to such charges, to prevent them becoming 
equivalent to interest, is that the commission or charge cannot be made pro- 
portional to the amount or to the term of the loan (Ashker, 1987). This is 
used mainly by the Islamic Development Bank when it grants loans to the 
government. Such service fees do not exceed 2.5 per cent and have been within 
the range of 1-2 per cent in recent years. 



Profit-sharing and risk-sharing 

The rationale of the principle of no profit-sharing without risk-sharing 
(al-ghunm bi-‘l-ghurm) is that earning profit is legitimized by engaging in an 
economic venture and thereby contributing to the economy (Ahmad, nd). The 
traits that distinguish Islamic economy and finance from their conventional 
counterparts reflect a different understanding of the value of capital and 
labour. In lieu of a lender-borrower relationship, Islamic finance relies on 
equitable risk-sharing between the person who provides the capital and the 
entrepreneur. This practice derives from the central tenet of Islamic banking 
based on the Qur’an: the prohibition of riba. Along with distributive justice, 
the rationale for profit-sharing also embraces allocative efficiency, economic 
stability and growth. As regards allocative efficiency, it is contended that debt 
financing usually goes to the most creditworthy borrower and not necessarily 
to the most productive and potentially profitable projects. As for stability, the 
argument is advanced that an interest-based economy has a built-in tendency 
towards inflation because the creation of money is not linked to productive 
investment. By contrast, in the Islamic banking system, so Islamic economists 
claim, inflation will be at its lowest, since the monetary supply will be pro- 
portionate to and correlated with economic activities. For example, mudara- 
bah and musharakah techniques finance production not consumption and so 
will not contribute to inflation (Khan, 1988). 



Mudarabah 

This is a financing technique in which the owner of capital provides funds to 
the capital-user for some productive activity on the condition that profits 
generated will be shared between them. The loss, if any, incurred in the 
normal process of the business and not due to neglect or misconduct on the 
part of the capital-user is borne by the capital-owner. The user does not invest 
anything in the business except his human capital and does not claim any 
wage for conducting the business. The ratio in which profits are distributed 
is fixed and predetermined, and known in advance to both parties. In the 
event of loss the capital-provider loses his capital to the extent of the loss, and 
the user of the finance loses all his labour. The willingness to bear the risk of 
loss justifies a share in the profit for the finance-provider. The profit- 
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sharing ratio mutually agreed upon between finance-provider and finance- 
user is determined by market forces (Siddiqui, 1987). The finance-user (the 
client) guarantees to return funds only on two conditions: if he is negligent 
in the use of the funds or if he breaches the conditions of mudarabah (Iqbal 
and Mirakhor, 1987). 



Musharakah 

This is a financing technique in which a capital-owner finances investment in 
another party’s business. Additional finance is provided to the party 
(individual or group) which already has some funds for investment. The 
finance-provider provides the additional funds on the condition that he shares 
in the profits from the business. The ratio in which the finance-provider 
shares the profits of the business with the party receiving the additional funds 
is fixed and predetermined, and made known in advance to all concerned. The 
loss, however, will be shared in the exact proportion of the capital invested 
by each party. The profit-sharing ratio is left to be mutually agreed upon and 
may be different from the ratio in which the two parties (finance-provider 
and user) have invested in the total capital of the project. This is because the 
two parties may share the work of managing the project in any amount mutu- 
ally agreed upon. Both parties are allowed to charge a fee or wage for any 
management or other labour put into the project (Khan, 1987). All providers 
of capital are entitled to participate in management but are not necessarily 
required to do so. The musharakah is continuous if the partnership lasts as 
long as the business operates (Khan et al., 1987). 

These techniques ( mudarabah and musharakah) are very similar because 
the provider of finance shares the profits directly and is contracted to bear 
the losses, if any, to the extent of his investment. That is why these two 
techniques are often categorized together as profit-and-loss-sharing (PLS). In 
Islamic banking, with the replacement of interest by PLS from the return 
on the capital advanced by the banks, repayment depends entirely on the 
productivity of the projected enterprise (Siddiqui, 1987). 

According to the logic of the theory, the norm for an Islamic bank will be 
to assess the profitability of a project and back those projects which promise 
the highest rate of profit, are the safest, and the most socially beneficial. Pro- 
jects for funding through PLS are expected to be selected primarily on the 
basis of their anticipated profitability rather than the credit-worthiness of the 
borrower. The relationship between finance and business is transformed. The 
interests of the two come together, with both needing to work jointly to 
create more wealth (Iqbal and Mirakhor, 1987). 

But a pure PLS system has a number of positive qualities. Significantly 
though, the qualities that make PLS partnership so attractive to Islamic econ- 
omists and entrepreneurs are the ones that make it so unattractive to Islamic 
banks. The bank does not know in advance its absolute income from the 
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transaction: by contrast, a conventional bank can work out the figure from 
the interest rate. The Islamic bank has to study and evaluate entrepreneurial 
proposals, a task requiring highly qualified personnel, and it has to find 
adequate measures to protect itself against manipulation of the profits which 
are to be shared. It has at the same time to offer its depositors attractive PLS 
projects, the financing of which will break even and quickly provide an 
income for the bank. From the point of view of an entrepreneur who is sure 
of a high profit rate, another practical drawback of the PLS technique is the 
sharing of the substantial anticipated profit. Paying out a fixed amount of 
interest is more attractive. This means that if purely economic considerations 
are paramount, and if Islamic banks are in competition with conventional 
banks, the Islamic banks will be left financing the less profitable projects. For 
all these reasons, Islamic banks have looked for other ways to employ funds, 
ways which do not involve risk-sharing and are economically profitable. The 
majority of actual transactions made by Islamic banks are, consequently, in 
trade financing, where mark-up and similar arrangements assure the banks of 
a more or less fixed return (Nienhaus, 1984). 



Leasing/Ijarah 

Leasing certainly is, or can function as, a financing technique. An individual 
short of funds may approach another with a surplus (the financier) to fund 
the purchase of a productive asset. The financier may do so by buying and 
renting it out to the one who needs the asset. This certainly is a financing 
technique in that the investor’s financial difficulties (with respect to purchas- 
ing the required asset) are overcome. He pays only the rent and does not have 
to incur the capital investment involved in the purchase of the asset (Naseef, 
1988). 

To be acceptable in an Islamic framework, the leasing contract must meet 
certain conditions. The principal ones are the following (IDB, 1981c): 

• the service that the asset is supposed to provide and for which it is being 
rented should be definitely and clearly known to both parties; 

• the asset remains in the ownership of the lessor who is responsible for its 
maintenance so that it continues to give the service for which it was 
rented; 

• the leasing contract is terminated as soon as the asset ceases to give the 
service for which it was rented. If the asset becomes damaged during the 
period of the contract, the contract will remain valid; 

• the price of an asset that may be sold to the lessee at the expiry of the 
contract cannot be pre-determined. It can be determined only at the time 
of the expiry of the contract. 

Payments to the bank must be made in instalments over a mutually agreed 
period. In the case of IDB deals, the title to the equipment is fully transferred 
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at the end of that period to the hiring company as a gift (IDB, 1981c). Banks 
provide companies with machinery and equipment under a joint-ownership 
agreement subject to conditions of security or surety (Ashker, 1987). 



Hire purchase (Ijarah wa l-’Iqtina) 

This is a hire-purchase agreement between the bank and its clients. The bank 
agrees to buy and rent a building, equipment or other facility for the client, 
in conjunction with an undertaking by the client to make incremental pay- 
ments into an account. At the end of each year, profits are added to the instal- 
ments paid until such time as the investment account contains the identical 
amount the bank paid to purchase the building equipment or facility. The 
client becomes owner of the financed equipment and the contract ends 
(Siddiqui, 1986). 



Murdbahah 

This is a cost-plus contract in which a client, wishing to purchase equipment 
or goods, requests the Islamic bank to purchase the items and sell them to 
him at cost plus a declared profit (Ali, 1987). By this technique a party needing 
finance to purchase certain goods gets the necessary finance on a deferred 
payment basis. The finance-provider does the purchasing of the required 
goods and sells them on the basis of a fixed mark-up profit, agreeing to defer 
the receipt of the value of the goods even though the goods can be delivered 
immediately. 

The need for finance of the one in need is thus met. He needed funds to 
purchase certain commodities (for example, raw material or capital goods, or 
even consumer goods). His purchase is financed, and paid for at some later 
date, though he may end up paying more than he would have paid if he had 
had his own money to purchase these goods. The desire of the finance-owner 
to earn income on his capital is also met. He makes profit in terms of the 
mutually agreed mark-up (Hamoud, 1985). 

This financing technique is sometimes considered to be the same as inter- 
est - a person who needs, say, US$1,000 to purchase certain goods gets the 
funds by eventually paying US$ 1,100, which does look like paying 10 per 
cent interest. However, in theory, the mark-up is not in the nature of a com- 
pensation for time or deferred payment, even though the entire cost had to 
be incurred because the needy person did not have means at hand to make 
the purchase he wanted. Rather, the mark-up is for the services that the fin- 
ance-owner provides, namely, seeking out and locating and purchasing the 
required goods at the best price. This is a recognized service which can be 
paid for and whose value is predeterminable. Furthermore, the mark-up is 
not related to time since, if the financed person is unable to pay in time as 
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agreed, the amount of the mark-up remains as fixed in the contract; it does 
not increase due to delay in payment (Khan, 1988). 

Consider the position of the finance-provider. What justifies his earning 
the fixed mark-up? First, he provides a definite service in the form of 
obtaining the goods for his client, for which service he can charge a fixed 
price. Second, in obtaining the goods, he is taking a risk. The client may not 
accept the quality or price at which he purchased and the financier is then 
stuck with the goods. This risk is over and above the risks normally involved 
in trading activity, such as storage costs and damage in storage or in transit. 
All these risks justify his earning profit; they also mean that, though he has 
fixed the mark-up, he may not necessarily end up making a profit or getting 
the rate of return on his capital equal to the amount of mark-up fixed at the 
time of the contract (Khan, 1988). 

The murabahah type of contract suggests a difference in price familiar in 
conventional economics as the difference between cash price and credit-sale 
price. The question normally arises: under the Shari ‘ah, is a seller allowed to 
charge a higher price for a credit sale than for a cash sale (Khan, 1988)? The 
short answer is yes, but three conditions must be satisfied beforehand: the 
buyer must be told that the price is a credit price, and the difference between 
the credit and cash price be made known to him; the buyer must be given 
the option of buying at either price; and the transaction must be a trade trans- 
action (as distinct from a purely financial one). 

The last condition introduces a particular distinction between the time- 
value associated with trade transactions and the time-value attached to purely 
financial transactions. While the former is permissible, the latter is not. Time 
has a value when it is associated with trade transactions in particular, but it 
does not have a value when it is associated with purely financial transactions. 
In trade credit, the difference between credit price and cash price varies with 
the profitability of the business. The relationship is also different between 
different industries and different businesses. In this respect, such contracts are 
not at all like credit contracts based on interest. Interest does not vary at all, 
being independent of the monetary value of the transaction, and independent 
of the goods or services transacted. 



‘Ushr 

The meaning of 'ushr (pi. ‘ushur ) 7 is a tenth. As a technical term, ‘ushr refers 
to the zakah levied on agricultural produce. The authority to impose this tax 
comes directly from the Qur’an: ‘Eat of their fruit in their season, but render 
the dues that are proper on the day that the harvest is gathered’ (6: 141). The 
rate of ‘ushr is one-tenth of the produce if the land is irrigated by rainfall and 
one-twentieth of the produce if the land is irrigated by a well. 

Banks and financial institutions can meet the financing needs of trade and 
industry on the basis of mushanrzkah, mudarabah, murabahah and ijarah. 
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But doing the same for the agricultural sector, still in accordance with the 
Shan‘ah, presents a formidable challenge. The objective, to improve pro- 
ductivity of the land and labour is impossible without providing institutional 
credit to subsistence farmers. The following instruments may be used, compa- 
tibly with the Shan‘ah. 



Bai‘ Mu'ajjal 

This literally means sale on a deferred-payment basis. Delivery of goods, 
inputs or implements is made immediately and the price agreed is paid by the 
purchaser at a given date in the future. The price includes the cost, plus a 
reasonable margin of profit to cover the administrative cost. The concept is 
based on a mark-up in price and is also known as murabahah (see p. 20). As 
the bank sells to farmers inputs and implements on a deferred payment basis, 
the transaction is a sale and not a loan. The Shart‘ah permits a trader to sell 
goods for cash or on credit on the condition that the price, once agreed 
between the parties at the time of bargain, is not changed even if the payment 
is not made at the due date. Mark-up on mark-up, that is compounding the 
amount of profit, is not permitted. If this condition is not fulfilled or is viol- 
ated, the transaction degenerates into riba. If secondary mark-up is not avo- 
ided, the objective of eliminating interest is not defeated, rather interest enters 
the transaction along with roundabout, tedious and time-consuming pro- 
cedures. Bai' mu'ajjal, in a form acceptable according to the Shari ‘ah, lacks 
any deterrent for defaulters. The only guarantee of timely payment is the 
creditworthiness of the purchaser. This defect can be countered by enacting 
suitable laws allowing for the imposition of monetary fines on malicious 
defaulters. According to some scholars the amount of the fine on recovery 
must be deposited in the government treasury and not used as income by the 
seller (Zaidi, 1983). 



Bai ‘ Salam 

The term bai ‘ salam means advance payment or forward buying and is author- 
ized by the Prophet Muhammad ( salla-llahu ‘alaihi wa sallam). The salam 
contract is the sale of a good to be delivered to the purchaser at a future date, 
which must be set at the time of the contract. 

The conditions for the validity of such future sales are that the goods are 
not available or cannot be delivered at the time of contracting; and that the 
consideration in lieu of advance payment must be paid, or the rate of it fixed, 
at the time of concluding the contract. Failure to meet these conditions invali- 
dates the contract. A salam contract is also void if the buyer’s consideration 
is in the form of a set-off or negation of an existing debt. 

The jurists added the further condition that any fungible object of a salam 
sale must be determined precisely as to kind, quantity and quality. 
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(Non-fungibles, such as precious stones, valuable paintings and so on, which 
are unique, cannot by their nature comply with the condition of determi- 
nation and are therefore not permitted to form the objects of salam sales. 
Risk therefore generally stays with the seller until the time of delivery.) The 
purchaser in a salam contract has a right of inspection and may reject the 
goods on sight if they do not agree with their description as specified at the 
time of contracting. 

Like bai‘ mu‘ajjal, bai‘ salam is a trade transaction and not a loan trans- 
action: the buyer (financier) agrees to purchase a commodity from the pro- 
ducer in advance and pays the agreed price immediately for the commodity 
to be delivered at a future date (Qudah, 1981), both the kind, quality and 
quantity of the commodity, and the time and place of delivery being specified, 
along with the agreed price. 

Bai‘ salam has no practical advantage over bai mu'ajjal (Hawari, 1984). 
The main conditions, as agreed upon by the majority of Islamic jurists, 
emphasize that the price fixed in the contract must be paid in full in cash, 
immediately at the time of contract, that the delay before the goods are 
delivered must be a defined period, and that the goods must be of a type 
commonly available at the time fixed for delivery, that is, the contract may 
not specify delivery of goods from a certain plot or location (Hamidi, 
1986). The point of these conditions is to protect the financier against 
unnecessary risk while enabling the producer to deliver the produce, if 
need be, from another source, provided the conditions of kind, quality and 
quantity are met. 

For all that, Islamic banks have not availed themselves of this type of 
sale transaction to finance agriculture. The practical problems in using this 
instrument to finance great numbers of farmers can be easily imagined: 
taking delivery of the produce, assessing its quality, then storing and dispos- 
ing of it. 



Istisna 

This is a new concept in modern Islamic finance that offers a number of future 
structuring possibilities for trading and financing. It is basically a contractual 
agreement for processed goods and commodities, allowing cash payment in 
advance and future delivery, or a future payment and future delivery. This 
flexibility allows the bank to pre-sell to its clients for future delivery on a 
cash-on-delivery basis and then negotiate the purchase. 

Clearly, istisna trading opens the way to a number of new opportunities, 
including some form of futures contract trading of processed commodities, as 
it permits deferral of both ends of the contract: delivery as well as payment. 
It is currently being used for short-term working capital finance. It is the view 
of Bahar (1994) that istisna will play a key role in the short-term investment 
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and working capital schemes in the future, replacing the murababa as the 
short-term financing scheme, especially in its international application. 

The financing techniques mentioned in this section require Islamic banks 
to study the economic viability of potential investments and to audit and 
supervise business operations financed by them with great care. In this 
respect, Islamic banks need to have or to engage more staff expertise than 
conventional banks. 



Notes 

1 . This prayer is normally recited by Muslims after mention of the Prophet Muham- 
mad’s name; it is usually translated: ‘May peace and the blessings of Allah be upon 
him’. 

2. Some companions of Mu'adh b. Jabal said: ‘When the Apostle of Allah (may peace 
be upon him) intended to send Mu‘adh b. Jabal to the Yemen, he asked: “How will 
you judge when the occasion of deciding a case arises”? He replied: “I shall judge in 
accordance with Allah’s Book”. He asked: “(What will you do) if you do not find 
guidance in Allah’s Book”? He replied: “(I will act) in accordance with the Sunnah of 
the Apostle of Allah (may peace be upon him)”. He asked: “(what will you do) if you 
do not find guidance in the Sunnah of the Apostle of Allah (may peace be upon him) 
and in Allah’s Book”? He replied: “I shall do my best to form an opinion and spare 
no pains”. The Apostle of Allah (may peace be upon him) then patted him on the breast 
and said: “Praise be to Allah Who helped the messenger of the Apostle of Alla to find 
a thing which pleases the Apostle of Allah”.’ This tradition shows that exercise of 
individual opinion and analogy in deciding a case not covered by the Qur’an and the 
Sunnah is allowed. The Companions of the Prophet (may peace be upon him) made a 
number of decisions on the basis of their opinion and by exercising analogy when they 
did not find any rule of law in the Qur’an and in the Sunnah. While making a decision 
in a case one should in the first instance search for the rule in the Qur’an, then in the 
Sunnah , then in the ijmd’ (consensus) of the community or of the Companions and in 
the last have a resort to exercising one’s opinion and analogy. (Sunan Abu Dawud, by 
Ahmad Hasan, Chapter 1348: 3585). 

3. Much of the information and some of the arguments follow closely those of 
Rayner (1991). 

4. For example, if the dealers in a commodity refuse to sell it, despite the fact that 
people are in need of it, unless they seure a price higher than its known value, they 
must be compelled to sell it at a price equal to the price of an equivalent commodity 
(Qaradawi, nd). 

5. Th relevant saying of the Prophet Muhammad ( salla-lldhu ‘alaihi wa sallam) is: 
‘Allah has cursed the one who takes riba, the one who pays, the one who writes the 
contract, and the one who witnesses the contract’. The gravity of riba as a sin may be 
grasped from the Prophet’s equating it to committing adiultery thirty-six times or 
indulging in incest with one’s mother (Chapra, 1992). There is also the well-known 
report of his command in the Farewell Sermon given on Mount Arafat during the 
pilgrimage the year before he died: ‘Remember that you will indeed reckon your deeds: 
Allah has forbidden you to take riba, therefore all interest obligation shall henceforth 
be waived’. 

6 . Abu Bakr Muhammad ibn Zakariyya al-Razi (850-925/236-313 AH), one of the 
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greatest of Muslim scholars and philosophers. He was known in the West as Rhazes, 
and his medical science and chemistry works were widely translated and circulated. He 
was also a very great commentator on the Qur’an. 

7. The plural form of the word, * ushiir , is used as a technical term to refer to custom 
duties, first imposed in Islamic history by the second caliph ‘Umar bin Khattab, at the 
rate of one-tenth of the value of goods. 




CHAPTER 2 



Overview of Islamic Banking 



Background 

Over the last fifteen years there has been a rapid expansion of financial insti- 
tutions that can be characterized as Islamic in that they do not deal in interest- 
based transactions. At present about 45 countries, encompassing most of the 
Muslim world, have some type of Islamic banking or financial institution 
(Iqbal and Mirakhor, 1987). It will be useful, before proceeding further, to 
distinguish Islamic banking from interest-free banking. Islamic banking has 
been defined as banking in consonance with the ethos and value system of 
Islam (Masri, 1981); interest-free banking, by contrast, is a narrower concept, 
denoting a number of banking instruments or operations which avoid interest. 
Islamic banking, the more general term, is expected not only to avoid trans- 
actions on the basis of interest but also to participate actively in achieving 
the goals and objectives of an Islamic economy. The size of the funds under 
management according to Shari'ah principles has not been researched scien- 
tifically, but the undocumented estimate among the people involved in the 
industry is between US$3O-$70 billion. At present there are four countries 
which implement Islamic banking at a macro level: Malaysia, Pakistan, Iran 
and Sudan. 

It was the theoretical discussions of, and articles on, Islamic economics and 
banking that led to the pioneering experiment in Egypt, begun in 1963 in Mit 
Ghamr, a town about 80 kilometres from Cairo. The experiment lasted till 
1967, by which time there were nine banks in operation, including those in 
Cairo, with more than 250,000 depositors and a total of 1.8 million Egyptian 
pounds in deposits. These banks neither paid nor charged interest. They made 
profits for their depositors sometimes by financing business on a profit- 
sharing basis, but mostly by engaging in trade and industry directly or in 
partnership with others. They were barred from charging or paying interest 
although their charter made no reference to Islam or Shan'ah (Siddiqui, 1986). 
The success of attracting small depositors of the Mit Ghamr experiment in 
Islamic banking was short-lived, ‘for political reasons’ (Zineldin, 1990). 
Others say that the experiment did succeed but that, for political reasons, the 
name of the institution was changed to the Bank of Naser. After that, in the 
1970s, the Islamic banking movement began again, in a professional way, to 




